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ABSTRACT 



A method and apparatus for determining an optimal repli- 
cating portfolio for a given target portfolio involves an initial 
step wherein a user defines a target portfolio to be replicated, 
a set of available market instruments from which the repli- 
cating portfolio may be created, a set of future scenarios, a 
horizon date, and a minim um profit to be attained. A 
representation of the trade-off between risk and expected 
profit for some arbitrary replicating portfolio is then deter- 
mined and used to calculate a maximum risk-adjusted profit 
The maximum risk-adjusted profit reflects that level of 
return that may be achieved with an optimum degree of risk; 
that is, it reflects that point in the risk/reward trade-off where 
a marginal cost of risk is equivalent to a marginal benefit 
attainable by assuming that risk The method then uses the 
predefined set of available market instruments to identify a 
set of transactions that will create a replicating portfolio that 
will achieve the maximum risk-adjusted profit The method 
and apparatus also derives the information required to 
compute a risk premium for pricing of portfolios in incom- 
plete markets, and performs the computation. 

12 Claims, 8 Drawing Sheets 
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